. By LAWRENCE BRIDGE

New Depreciation Guidelines and the Investment Tax Gredit
Effect on 1962 Corporate Profits and Taxes

Corporate depreciation allowances
in 1962 tntaleli $27.7 billion, or $4.1
. hillion more t]:nm in the pmmus Ve
About $24 l:nlhun of this increase was
ateributable fo the use of the new
guidelines for depreciation issued last
year Ly the Tressury Department.
In the absemce of the guidelines the
. imcrease  in corporate deprema.uau
cherges would binve been $1.7 billion in
1962, In 1961, the zise was $1.4
billion.
* As aresult of the bigher depreciniion
permitted by the revised Treasury
regulations, corporation income tax
aecruels were $1% billion lower in 1962
than they would otherwise have heen.
In addition, the tax legislation last
Fear permitting companies to take an
investrnent tax aradit on machinery and
equipment purchazes reduced corpora-
tion tax liabilities by e further $1 biltion,

Thesa are the major findings of a
special surmy of corporations? com=
ducted in Apri) and May by the Office
of Business Economics, in order to
quantify the effects of these iwo
messures on busines incomes, toxes,
and cash flow. This survey was de-
signed primsaily for use in the naticnel
incoms and product accounts, but
alse b0 aid vanous governmental
ageacies in policy and other considern-
tions perfaining to taxation and eco-
nomic growth. The npew nstionsl
product estimates presented in this
rmsue of the BumrveY incorporate the
resylts of thie special study. Com-
prehensive data of this type from
compilations of business imcome tax
raturns will hot be fortheoming until
mid-1%64. A dmcript.iﬂn of the gurvey
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of this article.
The Survey questionoaire asked com-

panies whethet *they -adopted the new
guidelines  in rapnrt.mg dapremanun

ccharges in their 1862 income fax refurn

to the Tnternal Revenus Service. Those
that did were asked to report the
amount of depreciation daductions
actually teken as well as the amount
thet would have been de-uiuctrad if the
new guidelines bad nivt been usud
These thet did not adopt thém were
asked to repurr. depreciation thargerd
in 1982 and to indicate the Teason for
oot weing the guiddmes. - Information
was also obtainied from those eonpanies
who had not yet filed -their 1962 tax
ratum and thosa that were atill undes-
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cided on the use of guidelines. TFinally
ull Corporations were asked to report
ithe smount of investment tax credit
claimed on Line & of Tressury Form
5468, and their deprecistion dedue-
tions in 1966 and 1961,

Deprecigtion guidelines and Pulletin

‘I L

The Treasury Dapu.rtmant. in July
1962 issued iis Reveaus Procedure
#2-21 establishing new guidelines jo
determining servica lives of depreciable
properiy dor fex purposes; =imilsr
guidelines had been established late in
1961 for ‘téxtile machinery.? Thegs/
vew standands are the first compre-
hensive revision’ uf service Jives simee
those set forth in Bulletin “F** in
1042—although over the mtar‘renmg
years o lorge number of companies had
moved to service livas shorter than
those praseribed in Bulletin "F* after
cbtaining spproval from the Interpal
Reovenne Sarviee.

The new guidelines were established
to bring depreciation standards eloser to
actual business experience, considering
the rapid technological advances being
made and the earlier obsolescenca
caused by this progress. Alse, the De-
partment falt thaé the addlt.lonal eash
flowr wonld stimulate busingss setivity
through both ineressing the mite of re-
twrn on investment and making the
finaneing of inveatment easier.

The major impact of the new guide-
lines i8 in the shortening of sverage
service lives of machinery and equip-
ment for tax purposes; the revision for
structures is small.  The new service
livezs for depreciation of equipment. on
the svernge nre about one-third shorter
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than those set forth in Bulletin “F"—
and ebout 20 percent shorter tham the
average lives used in setual practice by
the larger corporaiions. Aceording io o
Treasary Department survey the aver-
age equipment Iife for manufacturers io
1959 was about 15 years, as cormpared to
12 yenrs for the new guidelines and 19
yenrs for Bulletin “F."

Total corporate depreciation allow-
ances in 1962 amounted to almost 10
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percent mora than snch charges wauld
have beem in the abzence of the new
guidelines. This percentayre varies
widely by industry, howaver, due
primarily to differences in the degree to
which service lives were reduced from
earlier practices, the esseta-mix of tha
indnstre—particularly between equip-
ment and structurez—and the number
of companies electing {0 modify their
depreciation policies for tax purposes.
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Increases lorgest in manufacturing
and transportation

The results of the Survey of Deprecia-
tion and Investmmené Tax Credit are
shown in Tabls 1. Corporations aleat-
ing to use puidelineg servica lives in
1962 acconnted for $14.8 billion, or
almost 55 percent of total corporate
depreciation allowancse jn 1962. For
these firme, the changeowar resulted in
an ingrease of almost one-fifth in depre-
ciation sst asides from the dedustions
they would have taken in 1862 hsd
the puidelines not boen usad.

Dapreviation deductions in transpor-
tation and in the manufasturing and
mining goup wers 17 percent and 14
percent, respectively, more than on s
pre-guideline basis. Tha additional
deprecigtion of fitms in the lnéter
group, which aceountz for eomewhat
under one-half of all corporate deprecia-
tiom, was $1.7 hillion, or ¥0 perceot of
the total for all corporations. Trans-
portation firms, and particularly rail-
ronds, alse reported o meore then pro-
portionats ghore—15 percent—of the
sdditional depreciation charges. In
this imdustry, as in manuiscturing,
capital assets of equipment are relatively
large, and the new guidelines shortened
these aversge service lives appreciably
Ameong meet nonmanufacturing indus-
tries structures sre the predominant
form of assets, and guideline users
ware penerally in the minerity. Io-
creases in sot arides for publie utilitics
and in the commercinl grovp wers less
than 5 percant of depreciation on the
“0ld" basis.

Within manifacturing, the swmount
of depreciation reporiad by puidelina
users was well in excess of the allow-
snces of nonguideline compenies in
every major industry ezcepb ajrerafi
snd oonelectrical machinery. Adop-
tion of gubdelines resulted in partion-
larly large relative additions to de-
precintion charges in the primary
metal, motor vehicle, paper, chemical
and stone, clay and glass industries,
The lowest additional set nsides reln-
tive to what they would have been in
the abosncs of the new regulations ge-
curred in petroleum, nonalecirical ma-
chinery, and nonantomotive transporin-
tioh equipment. :
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Large firms® charges incrense most
The relative amount of additional
deprecistion obteined $hrough guide-
line use incrensed with assets-size of
company. This pattern, which can bo
seen for manufsetuting, trade and
service eorporations in the aceompany-
ing chart, is atiributable in part to the
fact that over the years the deprecia-
tion systems of the larger firtos have
heen more closely sudited than have
those of emaller firme, with the result
that the sverage service lives of larger

frme were probably longer than lives
used by smI;tll?ar firrns.  Furshermore,

small firms fraquently indicated thai
they required more time for study of
the new procedures and have not, at
least for their 1962 returns, elected to
use the guidelines; this wes a much
smaller facior for larpe corporations,
As caB he seen in the chart, the in-
crease in depreciation for large many-
facturers (with over $100 million icv
sssats) was egual to 18 percent of their
11962 deductions on a pre-guideline
hasis; the comparable percemtages for
medinm-size corporations and for those
with less thap $10 million of assets were
+15 and 7, rvespectively. The »elative
' experience smong the different size
olnsses of trade and eervice corpora-
 tions was similar. Here, corporations
with over $100 million of assets axperi-
enced a 10 percent incrense in deprecis-
tioh deductions im 1962, while firms
with ngsets of under $5 million fosk 2
percent more in set asides.

~Tax reduction: and profits in 1962
The recovery in business aciivity
from 1961 to 1962 was sccompanied by
»a gharp rise in corporats earnings. If
, the 1962 depreciation were cumput-ad
"on the basis of the pruoaduras in effect
#1961, the increase in corporate profits
.would heve been $5.4 bLilion. Since
the depreciacion setasides on the new
- guidelines ros6 an additional $2.4 billion
the 1962 increase in esiimatad net prof-
'its (as reported in the national income
nccounts) wes reduced to $3 billion,
The increased depracintion cherges re-
fduced corporation 1962 income tax la-
‘hilities by somewhat over $1.2 billion.
| An additional $1 billion recuction wes
f provided by the tax credit granied by
IIIft-]:lle:n B.evenue Act of 1962 on investment
“in deprecicble machinery and equip-
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Additionil Depreciotion Charges Acctuing to Corporofions From
Guideline Use in 1962, by Assat Size
Additional Allowances Were Higher as a Percent of Total

Depreciation With Increasing Size
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ment used in the Thited States. This
credit ie efloweble to the extent of up to
7 percent of qualified investment, except
for investments of regulated public utili-
tiez snd communicstion companies
which are need in Yocal sarvices where
the maximum eredit is 3 pereent. The
legislation contains seversl restrictions:
buildings, most other struetures, and
assets with service lives of less thoan 4
years are axcluded ; the credit is reduced
for assats with lives of 4 {0 less-than-8
years; and the amount of taxes that can
be offset in 1 year is limited to 25,000
plua onefourth of the tax [ability n
excess of this amount—although a 3-
year carryhack and S-yvear ¢carvyforward
of wnused. credits iz provided. The
credit must also be deducted from the
wolua of the asset in determining dapre-
ciation allowances.

As a result of the puidelines and
investment box credit, summearized in
the following table, profits tox [tabili-
ties rose ouly $0.2 billion from 1961 to
1082, as comperad to an estimated $2.5
hillion expeosion computed on the pre-
1962 regqulations. Thus the two mens-
urez bhave provided corporetions with
an sdditional cash flow through tax
rednetions of about $2.3 billion.
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Az can be seen in table 2, manu-
facturing and transportation companies
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were especially benefited by the short-
ening of average nexvice lives. As o
result, the bulk of the tax reduction in
those industries was attributable to the
guidelines, while for ali other major
industry groupz the investmnent tax
crodit was the greater contributor to
their tax savings.

Maoufactaring and mining firms
tock aboui 3800 million in iax credite
on their 1962 investiment—about one-
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REDUCTION IN 1962' CORPORATE INCOME TAX LIABIITIES
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half of all corporate investment tax
credits. The credit amounted to about
334 percent of tatal 1962 plant and
equipment outlays in manyfacturing
and mining, and under 2 percent in
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communications rnd publie wutilities.
Tha figurs for electrie power companias,
where the maximum credit for many
invéstmentz was 3 percent, was just
under 1% percent of total investment.

Réssois for ot Using Gaidelives

Corporations -that decided not to
adopt, the guidelines wera asked to
indicate hriefly. thalr I'Eﬂ.EUI.'lS for this
decigion. All but 11 percent of the
respondants in this. category supplied
this nformation. An additional ¢ per-
gent simply rveported ‘‘no advantage’
and this was considered too vngue for
further interpratation.

Table 3 Presents pmanhnge distri-
butions, bjr number of corporations and
by value of depracmtrwn deduetions, of
the reasons reported by firms which did
not adopt the new gmtiehrm in 1962
Tha ﬁgums in the table rapreaenj:. uni-
verse estimates determined from che
spmple, after axcluding those nonusers
that did not supply “usable” informa-
tion. Most tompsnies provided only

one reason; in the case of multiple
answers, only the one that appeated to
he the most impartant was used,

It should be noted that the cotegory
“ptherr menngement prefersnces” un-
doubtedly includes compnnies that
would have been classified in other
cavegories if more information had been
availabla. For exampls, these prefar-
ences may have stémmed from the fast
that establithed service lives wers
shorter then guidelines, or that the
company wae opetating at a loss.

As can be seen from éhe table, among
nonguideliue usars 48 percent of corpo-
raticos with 40 percent of 1062 depre-
ciabion deductions were using aversge

service lives which were not sppreciably
iferent from, or were tet than,
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those propesed by the guidelinee. A
frequent response was that the guide-
line lifa for buildings was much longar
than their experience would supporé.
Companies with one-fifih of the depre-
cistion deduetions in this major reasen
category said that guideline lives were
slightly shorter, but that the smallness
of the tax savings did not warrsnt the
neceszary  effort either becsuse the
giidelines were “tov complicated,” or
depreciable assets were insignifieant.?

As noted abovs, this group is under-
atated to the extant that the "manage-
ment prefers existing procedures”
classification coptains companies using
write-offe as fast or faster than sug-
gested by the guidelines. Tt is falt that
this understatement ie particularly lecge -
for the smaller conperns—and so affects
the distribution by numbers more than
that by depreciation smounts,

The “manszement preference” proup
acoounted for abont one-third of the
firms. Inecluded in this clessification :
are corporations which indicated that
management did not approve of faster
write-offs, or preferred an individual
asset system to one grouping assels, or
did wot wish to lowar reported profits,
or preferred not to destroy the com-
parability of iheir records over time.
A large proportion of this grouwp in-
dicated that their preeent system was
“adequate”™ or “sufficient,’ or simply
eaid thset management prelerred its
present. proceduras.

frher reasons -
While not important in terms of
pumber of concerne, firms with 15
percent of the total deductions of non- -
guideline users in 1062 reported that
they wizh to continne procedures estab- =
lished with regulatory bodiss. As
would be expected these companiss
were primarily in the sommunications -
and public utility fields. This reason -
wis relatively less important (dollar-
wise) for electric companies than for
communications or gas companies. - .-
About 4 pereent of the nonguideline !
usars {both h;r numbar a,nd dapraci- '
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+afion) reported that they did not find
guidelines heneficial m 1942 since they
either were operating ué » loss or had a
lose carryover from earlier years.
_ Higher-than- -Average proportions citing
! this ressgn were in the {rensportation
;group and in the manufacturmg and
i mining group.
.  Bome & percent of the concerns with
about 3 percent of deprecintion deduc-
- tione of all ponguidaline veers referred
"to the reserve ratio test as being the
- primary reason for not adopting guide-
Jines. Thess companies said that their
Yyaserve ratios are, or will be, too high to
justify grwideling lives, The reserva
_ratio, which is obtained by dividing
' total depreciation raserves for ull assatz
-in a guideline class by tha cost of thasa
agseta, i8 o fest that cdin be used to
rdemonstrate the eonsistency of a tax-
.Payer’s retirement and replacement
praectices with the tlass Jife being used.
Ressrve ratio teblez jssued Ty the
“Trensury Departm.ent indicate whethar
shorter class lives can ba claimed by a
lﬁx‘pﬂ-jfﬂ', or whether {in the sheence of
! other 3u3t.1ﬁna,tmn} the lires should be
hngthaum:l
The reserve ratic tesi was most ire-
quently cited as a resson for not
adupt.mg guidelines by menufacturers

Sonim: TF.H, Dgpa;bmmuﬂmnmrm Cifne of Hualness Bosmomles,

and by the nonrail trapsportation com-
panies in the survey. Within manu-
Tacturing there was a clear reletionship
by asseta-size of firm: the fraqueney of
the reascn and the relative amount
of depreciation decreased oz firm-size
incressed. _

The Gnal meajor reason category
consists of companies who did net use
guidelines in 1962 pending further
study. This gronp had mede just
under 7 percent of the depreciation
deductions of all nponguideline ecor-
porations. There was an inverse ra-
lationship between its frequéncy and
size of rm (soe tabla 4},

Corporations with the bulk of this
group’s depreciation (or 5 percent of
the zeb asides of all guideline nonvzers)
indicated that thoy did net have suff-
cient time fof study before filing their
1968 returns, and would reconsider in
tha futnre, Osher compsnies indieated
that thay had decided to use the guide-
Jinags in their 1963 fax returns, Tha
remainder of this group said that they
did not understand the guidelines and
that farther clarification was reguired.

Technical Notes'

The sample used in this Survey was
bacically the same &5 that used in tha

regular OBE-SEC FPlant and Equip-
ment Survey, The latter consists of
three pansls: about 3,500 corporations
registered with the SEC, over 5,600
penagriceltural nontransportstion Arms

Corpomtions ClassiRad Aerording to Reoson
For Mot Using Guidelines in 1952
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reporting to the OBE, and transport
eompanigs Under the junsdiction of the
Interstate Commerse Commission.
Sinee spme 4,000 transport companies
had already filed anoual reports for
1962 with the ICC, they were Dot
canvassed in the Deprecintion and In-
vestment Tax Credit Survey. Isti-
mates of dollar amounts for the trans-
portation industries (other than airlines,
whish weragovered in the Survey! were
made directly from these annual reports;
information on the reasons whky thesa
compamies did not elect to use the new |
guidelines is available only for aizlines
and the small number of nonreit trans-
port cotapanies regiatered with the SEC-
About 8,200 of the $,000 corporations
receiving questisnnaires responded in
the Survey, of which 5,440 companies
supplied nsable information. Mest of
the remeining firms reported that ehey
bad not yet filed their 19562 incomea tax
raturns nor eould they supply the “care-

fully prepared” estimates that were
golicited in the instrucéions for such
COmMpanies.

Teble 5 presente detailed figures on
the number of returns and the sample
coverage in terms of 1961 depraciation
sllowances. The 544G corporations
with usable information for 1962 ac-

"gounted for 55 percent of the deprecia-

tion allowances reported in all sorporate
income tax retums to JRS in 1962, The
dellar coverage wea 60 percent in manu-
fecturing and mining, and over 85 per-
gent in che public utilities and communi-
cations. Although notincluded 1o table
B, virtnally complate covarnge wns ob-
tained by the IOC from ths railreads

" and ofher trapnsport indusiriea under its

jurisdiction, but conzidarsble estimation
was tequired before these reports could
provide the data requested in the
survey. ‘The lowest coveraga ratio oo-
curred in trads and services (15 per-
cend},
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In considering these caverage ratios
by detailed industiies, howewer, it-
should be moted that compsnies were
instructed fo report consobidated data
even If separote tax returnz are filed
for subsidiaries. This was done to ra-
duce ths reporting burden, bat it affects
the recorded mdustry coverage. The
impast of greater consclidation can re-
sult in somne shilting between induatries
but showld have litdle effect on . the
all industey total. Since the most af-
fectad industries zrs mining and manu-
Iacturing—particularly betsween the ro-
fining of petrolenm and metals, and
their extraction-—thesa induatries have
heen combined. o

A teost was mads of the ability of the
pample 0 project depreciation allow-
ancas from 1940 to 1961, Exeloding
renl estate (where the sample ia partico-
larly daficient), the 1961 estimate based
on the sarople was within t percent of
the figure obtaiced by TRS from com-
pilations of income tax returns.

The estimation process used a ratio
formula based oo the 1960 and 1961
depreciation deductions of the reporting
panst and of all corporations (from
IRS). The ratic wes aspplied sepa-
rately to the reported depreciation of
the three elaments within each industry-
size class: guideline users, nonpuide-
line users, and “no decision” companias.
Estimates for menofacturing, trade,
services, and eopstruction were mede
by three size groups using ratics based
on 1060 depreciation—since that is the
Intest year for which size information
is now availlable, Other industries’ -
estimates are basad on TRS information
for 1061 which iz avsilable by indus-
tries.

Processing of “no decision™
companiss

Basad on these unmiverse estimates,
cgrporitions acconnting for 11 percent
of total depreciation allowanees in 1961
ked not—at the time the Survey was
made—ipade & decision s to whether
or not they would use the yew guide-
lines in their 1862 tax returna. It was
assumad ithat when these companies
file their returns they will become guide-
line uzurs or nonusers in the same pro-
portions as the sample companies in
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Table §.—Depreciatiovn Guidelines and In-
vestment Tax Credit Survey: Nomber of
Corporations in Sample and Covernga by
Value of frepreciation Dednetions, 1961
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SURVEY OF CURRENT BUSINESS

their industry wnd sice-dass, It waa
further asswmed thet the 1982 depre-
ciation allowances for these “no Jde-
cision’” firms would show the same

" ¢hinge from 1961 as did the allowances

of those firms thet already filed 1062
tax raturne in the compurable industey
pize-cluss,

Fnrestment tax credit

Two estimaies of the smount of
investinent tax oredit taken by all
corporations in 1082 wers made from
the data oo tax credit taken for 1962
by the reporting panel: one used the
1561 ratic of universe depreciation
sllowances o those of the sample cor-
porations, and the other was hased on
the mniverse-zsample ratio for 1962 pland
and squipment expenditures (derived
from the OBE-SEC guarterly survey).
The 1960 dapreciation deduetivn ratios,
rather than the 1961 ratios, wera nsed
in tha manufacturing, trade,  service
end consfruction industrics wiere size
eatimsates were prepared.

The estimate of the investment tax
credit: for 1962 darived by depraciation
weights {and used throughont this
article) was $1 bililon—as compsared to
50.9 billion yielded by the capitel

9

expenditures procedure. Whila it is
difficult to choose between these two
figures, there were several statistieel
reasons for preferring the former,  Firsh,
both depreciation sllowances snd the
investment fax ¢redit were obtained
from respondents on the same form and
econsequenily on the same basis. The
respondent, data for plant and agquip-
ment outlaye were collected in the
OBE-SEC investment survey aome
months earlisr and could have besn on
i diferent basiz than the investment
tax credit reporied with regard to con-
solidation, intsrnal company accounting
procedures, ate.  Secondly, investment

" figures wers unavailable for an appre-

ciable nvmber of companies reporting
in the present survey so that deprecin-
tion mathod sllowed the use of o Targer
number of enses, Finally, n consider-
able nmount of 1962 plant and aqgwip-
ment ovtlave is not eligible for tax
credit. Plant investment iz renerally
not covered by the legislation and
equipment purchases with short lives
are aither ineligible or allowed a lower
rata. ‘Thus, the amount of nggregate
fixed investment is. not as divectly
related to the tax credit as appears to
be the ¢asa at the eniset.

The Buginess Sitoation
Condintied from page £

eomt sbove A year apo, the stocl-
consumption ratic at consumers’ plantes
of 2.0 at the end of May wus no higher
then in March, and compared with 2.5
in the same month last year when
liquidation of stee? stocls was already
well underway. Although soma re-
duction in steel sbocks may be expected
in the coming months, the adjustment
should he more moderate and accom-
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plizhed more quickly than was the casa
last yasr.

Supported by brisk salss, auto pro-
dueers continued active by turning ont
£10,000 carz and trueks, the highest for
any Junme and the third suecessive
month of completions in exeess of
800,000 units. The inerease from May
to June amounted about 10 per-
cent, after approximata alowance for

seesonal influences, the largesi month-
to-month gein this year, The June
count rounded ont o second quarter
total of pearly 2.5 million units snd
brought eompletions for the first half
of thiz year to about 4.3 million ears
and trucks, some 530,000 higher than
in the comperable pericd of 1962 and
within 100,000 of the record set in the
Japuery—June peried of 19565. FPro-
duction schedulea are expected to fall
sogsonally from June to July, reflecting
the beginning of plont shutdowns for
mode! changeovers.
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